By THAE 8. PARK

THIS article presents quarterly Fed-
eral persunal income tax ligbilities for
1977-8] and explains the sources of
the differences between this series
and the payment serieg included in
the national income and product ac-
counta (NIPA's). A technical note de-
scribes briefly the methodologies un-
derlying the two series, both of which
ave prapared by BEA. Estimates of
these series for 1949-76 appeared in
tha May 1378 Svmvey oF CURBENT
BuesivgEss; subsequently the paymnent
serice was revised as part of the com-
prehensive revigione of the NIPA's
completed in 1930. Eatimates for 1977
and 1978 for both the payment and li-
ability series presented in the March
1980 Svrvey are superceded by those
in thia exticle.

There are different timing bases for
recording  personal  taxes, In the
NIPA’s, personal fazes are recorded
oh & payment bagis, thet iz, at the
time the payments are made by indi-
viduals. In the Morikly Treesury
Statement, published by the Treasury
Department, these taxes are recorded
on o cash collection hasis. BEA also
sstimates these taxes on a lisbility
basiz, that iz, when taxpavers sarn
their income. If one assumes that con-
sumers base their expenditure on
income net of tax liebilities rather
than on income net of tax payments,
it can be argued that the liability
hasia is more appropriate than either
the payment or the collection basis
for the analysis of the impact of taxes
oh consummers and on fiscal poliey.

In genersl, the payment series dif-
fars from the liability series for the
following reesons: {1) payment of non-
withheld texes—quarterly declara-
tiong and final payments—and the
peyment of refunds by the Treasury
do noi{ coincide with Lligbilities; (2}
changes in withholding rates do oot
slways oceur at the same time as the
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change in lisbility, and (8) graduated
withholding ratea can result in
changes in taxes withhaid different
from those in changes in liabilities if
the income flow or deductions change
during the tax yvear,

Table 1 shows Federal yperacnal
income tax liabilities and payments
for 1977-81 and the excess of liabil-
ities over payments. In what follows,
the factors affecting these series are
explained for 1977-8L

1977 —Three provigions of the Tax
Reduction and Simplification Act of
1977 {TRSA} wignificantly reduced tax
liabilities for 1977: (1) & zere bracket

smount was introduced to replace the
standard deduction in effect for 1976
end earlier years, {2) the genersl tax
cradit was extended to cover exernp-
tions for age and blindness, and (3) a
new joba credit waa enacted to en-
courage businesses to hire additional
workers.

Om a liability basis, these provisions
became effective January 1, 1977, but
tax payments were not reduced until
withholding rates were reduced on
June 1, 1977. As a result, tax pay-
ments exceeded liabilities in the first
half of 1977 hy gbout $4.5 billion. In
tha second half of 1977, the excess of
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liphilitios over payments was about
$1.5 billion, reflecting the June 1 e
duction in withholding rates and con-
tinued growth in personal income.

1378.—The exceas of liahilities over
payments in 1978 was due to hesvy
refunds resulting from provisions of
TRSA. In the frst half of the year
payments increased §$12 billion—more
than 90 percent of refends are usual-
ly made by the snd of the second
quarter—compared with 5§28 billion in
the second half

Tax lisbilities were lowered in 1978
by an increase of about §8 billion in
income tax credite—the introduction
of the reaidential emerpy tax credit
and wider use of existing tax credits,
guch as the investment tax credit, the
foreign tax credit, and the targeted
jobs credit. The Energy Tax Act of
1978 introduced the  residential
energy credit retroactive to April 20,
1977. The amount of the residential
energy credit claimed in 1978 was
3577 million on $4.1 hillion of energy
conservetion expenditures and $125
million of renewable energy source
expenditures made from April 20,
1977 to December 31, 1578, However,
the credit could not be claimed for
any taxable yenr beginning before
January 1. 1978 therefore, the entire
amount of the tex credit ¢laimed on
snergy-saving expenditures jn 1977
was shown as reducing tex liabilitiea
in the fivet gquarter of 1978,

The Revenus Act of 1978 was en-
acted lats in the year. Although most
of ita provisions became effective for
tax years beginning afier December
81, 1978, some, such an the: provision
relating to capital gains, became of
fective in the second half of 1978. The
187 Aet increased the amount of het
capital gein that could be excluded
from gross income from 50 to 60 per-
cent, effective for tavable transactions
occurring after Oetober 81, 1978, and
provided for a onedime exelusion
from gross income of up to $100,000 of
gain realized on the sale or exchange
of a principal residence ocourring
after July 26, 197B, for taxpayers age
&6 or over.

1978 —A pizable decline in liabil-
ities from the fourth quarter of 1978
to the first quarter of 1979 was pri-
marily due to provisions of the Reve.
me Act of 1978 that became effective
January 1, 1978, A reduction in with-
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holding rates, which alse became ef.
fective on the same date, was much
less then the reduction in liabilities
and thus resulited in unuenally large
overwithholding for much of 1978,
The excesa of payments over liebil-
ities avaraged about $11 billion in the
first thres quarters of 1973,

The Revenue Act of 1978 reduced
tax lisbilities by widening the zero
bravket amaunt, g well ag most other
tax brackets; by increasing the
amount of the personal exemption
from &750 to $1,000; and by expanding
the earned income credit to cover tax-
payers with income under $10,000
with & mazimum eredit of $500, (For
1678, the mazimum income level eli-
gible for the earned income credit was
$2,000, with a masimum credit of
$40¢.) Widening the zero braclet
amount and raiging the level of the
personal exemption reduced taxable
income ebout $63 billion and tax lia-
bilites about $12 billion. The expan-
gicn of the sarned income eredit far-
ther reduced tax liabilities by about
0.2 hillion.

Several actions partly offset this re-
duction in liabilities: the general tax
eredit wae allowed to expire, itemized
deductions for State and local gase.
line taxes and for political contribu-
tions were repealed, and & portion of
uwnemployment compensation was
made taxable for the firet time.

The Foreign Earned Income Act of
1978, also enacted late in 1978, pri
marily affected personel income tax
liabilitiea for tax years after 19‘?8 A
315,000 ﬂ:amptmn of earned income
provided by previous legislation waa
replaced cither with the excluslon of
up to 320,000 of earned income for
regidenta in “hardship” areas or with
en adjustment to gros income for an
employee's expenses of living abroad.
As B remult, there wasz a small in-
crease in labilities. The amount of
exemption, exclusion, of deduction
claimed per return filed in 1979 wan
sbout $11,000 per return, down from
314000 in 1978,

980 —In the absence of major tax
legislation affecting personal income
tax liabilities, both lisbilities and pay-
ments registered small increases in
the firet half of 1980, but for different
reazons. The small increase in linbil-
fties in the first half iz traceable to
the recemion in 1980. However, the
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recesmion waa very mild and lasted
only feom January to July. Unlike
the dec]meu in liabilities registered in
pﬂﬂt tmaamnﬂ. inflation and contin.

in pominal personal
inmme, through the process of
“bracket creep,” vesulted in 3 contin-
ued increase in lisbilities. Although
paymenta fend to exceed linhilities
when the rate of income growth is de-
calerating or when income is declin-
ing bacause they are mora respansive
to income change, thiz was not the
case during this period. Also, pay
ments in the firet half of 1980 slowed
sharply due to the decline in net set-
tlements resulting from unnsnally =x.
cesdive overwithholding im 1979, In
fact, payments declined slightly from
the fourth quarter of 1979 to the fiyst
quarter of 1980.

The excess of liabilities over pay-
menta in the second half of 1380 was
due to rising personal income and
continued high inflation duaring the
npewing of the business cyele,

1581 —Payments exceaded lighil-

ities by substantial amounts thrnugh-

urut 1881 as new BRd
acted legislation reduced liabﬂihea
The Windfall Profit Tax Act of 1920
broedened the dividend exclumion to
inchwde interest and incressed the
combined ezclusion from $100 to $200
{2400 for joint returns). This provision
waa originally effective for tax years
1981 and 1952, hut the Economic Re-

.covery Tax Act of 1981 (ERTA) limit-

ﬁthe exclusion to the 1881 tax year
Y. )
The dividend and interest exclusion
reduced para:onal income tax liabil-
ities si for 1881, The
number of returns with interest ro-
ceived is uewally four times as large
as the number of returna with divi-
dends, and the amount of interest re-
ceived per return is higher than the
amount of dividends per return for
most income classes exeapt the very
low and very high claeses. By extend
ing the exclusion to the combination
of dividend and interest income and
by making the maximum exclusion en
a joint return unaffected by division
of dividend or interest income he-
tween the spouses, thia act reduced
the liability for almost all returns
with dividend or intereat income.
Lighilities wers reduced again in
the sscond half of the year by various



January 1983

provisions of ERTA. ERTA, anacted
in Aogast 1981, provided some redue-
tion in liebilities in the third quarter
because certain provisions were retro-
active. The maximum tax rate oo
long-termn capital gainz from eales or
sxchanges occurring after June 9,
1981, was reduced t¢ 20 percent, so as
not to deter aales or exchanges until
1882, when the maximum individual
tax rate drops to 50 percent. Alse, the
once-in-a-lifetime exclusion of capital
grin on the aale or exchange of a
principal residence wam increased
from 100,000 to #125,000 effective
July 20, 1881. A new tax credit was
provided for research and experimen-
tation expenditures made after June
30, 1981. The research tax credit was
set at 25 percent of the exceas of the
qualified research expenses for the
year over the aversge research ex-
peness for the 2 immediately preced-
ing years.

Other provisions of ERTA became
effective in the fourth quarter. Indi-
vidual income tax rates were reduced
in that quarter (and in the third quar-
ters of the following 2 years), begin-
ning with a 1.26-percent cut in Habil-
ithes in 1981, Individuals were also
granted a one-time exclusion of up to
$1.000 for interest on All Savers Car-
tificates issued after September 1981
aod before 1983, As a result, the
excess of payments over liabilitien av-
eraged $5.3 hillior: in 1981,

Technical Note

Thizs note describes the methodolo-
&y underlying the payment and liahil-
ity sertes for Federal personal income
tasies,

Papment serics

Payments of Federal personal
income taxes are nsuslly mede in
three ways—payment through with-

, peyment on declarations of
egtimated tax, and payment due st
tima of filing & tax return. Most wage
earners make tax payments through
employer withholdings. Self-employed
persons and persons with income
frtom nonwage sourcas make quarterly
payments of estimated tax, net of any
credit for overpayment of the previ-
ous year's tax liability. When the tax
withheld and the quarterly payments
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of estimated tax, together with other
prepayment credita, are insufficient
to ocover total tax liability, the
amount due la paid at the time of
filing =& tax return. Thess payments,
along with Federal Insurance Contri-
butions Aet (FICA) payments, are de-
posited in Federal tex and loan ac-
couants ab the Federal Reserve banks,
When the Federal Reserve banks
notify the Treasury of the deposits,
personal tax collections are recorded
by the Tressury. The time lzg be.
tween peyments by fmdividusls and
collections by the Treasury varies
from & days for large employers to
about 1 month for small ones.

The payment series iz constrocted
from Treasury collections data by cor-
recting for the time lag between pay-
mentd and collectionn. Firat, quarterly
estimates of combined collections of
withheld incorne taxer and FICA pay-
menta are converted to a peyments
bagis by adjueting for the time lag.
Next, the FICA component is astimat-
ed by use of data on taxable wages
supplied by the Bocial Security Ad-.
ministration and eubiracted from the
combined payments to arrive at the
quartarly payment series of withheld
jncome taxaz before sessonal adjust-
ment. The quarterly unadjusted ssries
is summed o obtain =anual totals.
The adjusted series is de-
vived by allocating thase tofals to
quarters, largely in proportion to see-
gonally adjusied wages and salaries.
{(For the ocurrent-period estimates,
when annual totals for withheld
income taxea are not available, the
guarterly series ig estimated by molkti-
plying wages and salaries hy an effec.
tive tax rate derived from Tremsury
estimates prep?md for the annual
Federal budget.

data for nonwithhald
income tax collections and tax re
funds are used, without adiustmants,
for the payment series because timing
difference botween payments and re-
ceipta by the Treamury are considerad
insignificent. Both  nonwithheld
income tax collections snd refund
payments are seasonally adjusted by
allocating annual totals to quarters,
with aflowanca for legislative tax
changes. In the ease of s permanent
lagisiative tax change, the sessomally
adjusted series moves to a new level
in the firat guerter of the calendar
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yepr and continues with a amooth
pattern. In the case of B temporary
change, the series reflects the under-
lying unadjusted data. For exampls, B
one-time rebate is not allocated to
each of the quarbers, but is recorded
in the quarter paid. The final income
tax series is the sum of withheid and
nonwithheld payments, leas refunds,
It is the major component of the per
gsonal tax and nontax series in the
NIPA's which is published in NIPA
iables 3.2 and 3.4.

Linbility series

The personal income tax liability
series is based on annual taxable
Income 2nd tax liabilitiea published
by the Internal Rovenue Service (IRS)
in Siatistive of Income Mdividug!
Income Tax Returne (SOI). This report
provides tabulations of information as
reported on individual income tax re
turns filed during a given calendar
vear based on a stratified ayetermatic
gample of returns,

There are several differences be-
tween the S0F liability series and the
BEA linbility series presented in this
articla. The S0OT series ia annoal and
exclusiva of liability changes occur.
ring after initial returns are filed; the
BEA szeries is both annual and quar-
terly and inclueive of liability changes
that result from audits, amended re.
turns, and other additional assess.
ments. In addition, the BEA lability
series includes fiduciary tax liability,
bat SOF series does not, and the BEA
liability series excludes all liabilities
associated with sociel secerity tax,
but S80I series includes the self-em-
ployment social security tax and
social security Eaxes on tip incorne.

The method for generating the
quarterly BEA lighility sevies io an
axtengion of the method used by BEA
te reconcile annual personal income
with annual SO texable Income. (See
the Decamber 1976 Sunvey for a de-
tailed di=cupsion of this reconcili-
ation.) Firat, a quarterly BEA adjust-
ed grosa income (BEA-derived AGD
series is constructed from gquarterly
personel income by adjusting for con-
ceptual and accounting differences
and adding in the portion of SOT ed-
justed gross income (BOI-AGI) not in-
cluded in personal ihcome. The quar-
terly BEA-derived AGI series is used
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to allocata S0I-AGT annaal totals to
quarters. Next, quarterly estimates of
deductions and exemptions are sub-
tracied and querterly estimates of
negative taxable income and the
unused zerp bracket amount are
added to the guarterly SOI-AGI
scries to derive quarterly taxable
income. The quarterly tax liebility is
estimated by use of an estimatad elas-
tivity of tax liability with respect to
taxable income. The final lishility
sories is derived by adjusting the
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quarteriy tax liability aeries for tax
credits (inciuding the credit for excess
FICA tax withheld), fiduciary income
tax, additional tax for tax prefer-
ences, recnpture snd penalty taxes,
audit assessments, and undeveoverage
of SOT data,

The methodology described above
wae uged to estimate the BEA liabili-
ty series 1980. Becauza S0J
data are not availabla for 1981, the li-
akility eatimate for 1981 is derived by
aynming withheld and nonwithheld
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taxes hy liability year based on un-
published Treasury data and subtract-
ing retunds lagged by 1 year. With-
keld taxes are almost entirely cotlect-
&l in the Febility year, while non-
withhe!d taves ara collacted in the lia-
hillty vear ag well as in subsequent
years. Refunds mostly represent
excess payments for the pravious
year's liability. The calendar year lia-
bility iz allocated to quarters by an
estimated elasticity of tax liability
with reapect to personal income.



